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INCORPORATING A CASH BASIS BUSINESS: THE
PROBLEM OF SECTION 357(c)
Congress has provided in § 351 of the Internal Revenue Code' that
the transfer of property to a corporation solely in exchange for stock
or securities, by a person who after the exchange controls2 the corporation, shall be tax free. If property or money is received in addition
to the stock or securities, any realized gain 3 is recognized only to the
extent of such property.4
Section 351 allows the incorporation of a going business5 to be free
of adverse tax consequences because such an adjustment is essentially no more than a change of form.6 In order to prevent permanent
forgiveness of the gain, however, a series of basis adjustments are
made which defer recognition of amount realized until a later taxable
disposition of the stock or property involved. The transferee corporation takes the same basis in the assets it receives as that which the
transferor had, increased by the amount of gain recognized on the
exchange. 7 The transferor's basis in the stock is the same as his basis
in the property transferred, decreased by the amount of other property or money received (boot), and increased by the amount of gain
I.R.C. § 351(a).
Control is defined as ownership of at least 80% of the voting stock, and at least
80% of all other stock. I.R.C. § 368(c).
3 "Gain" is defined by I.R.C. § 1001(a):
(a) Computation of gain or loss.
The gain from the sale or other disposition of property shall be the
excess of the amount realized therefrom over the adjusted basis provided in section 1011 for determining gain, and the loss shall be the
excess of the adjusted basis provided in such section for determining
loss over the amount realized.
4 I.R.C. § 351(b). The property or money received in addition to the stock or
securities is generally referred to as "boot."
5 The incorporation of a going concern includes the incorporation of professional
associations, such as attorneys and physicians. These groups often utilize the cash
method of accounting, and may face the problem discussed herein.
By transferring all of the assets of the business to a newly formed corporation
and taking all of its stock in return, the businessman incorporates his business. Since
the same business continues to operate under the same ownership, this adjustment is
no more than a change of form. Under § 351, this transfer and receipt of stock is taxfree, while prior law would have treated the stock received as the equivalent of cash
to the extent of its fair market value. In passing the predecessor to § 351, Revenue Act
of 1921, ch. 136, § 202, 42 Stat. 320, Congress stated that the prior provisions produced
uncertainty and "seriously interfered with necessary business readjustments." S. REP.
No. 257, 67th Cong., 1st Sess. 11 (1921).
I.R.C. § 362(a).
2
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recognized on the exchange.
The incorporation of a business usually involves not only the
transfer of assets, but also an assumption of liabilities by the transferee. Although under settled case law the assumption of liabilities
by one party to an exchange is treated as a payment of money to the
other party,9 and would seem to constitute boot taxable under §
351(b), such an assumption within the § 351 context is still no more
than a change of form. Thus, § 357(a) allows the assumption of liabilities to be tax free in a § 351 incorporation by providing that it will
not be treated as money or other property received.' 0 Basis adjustments are made to prevent permanent forgiveness of gain and the
assumption of liabilities therefore decreases the transferor's basis in
the stock received."
Section 351(a) and § 357(a) operate to exempt the normal incorporation from immediate tax consequences because the incorporation, being only a change of form, produces no immediate economic
benefit for the transferor. However, where the transferor extracts
money or property in addition to the stock or securities of the corporation, and a real economic benefit is received, § 351(b) operates to tax
that portion of the incorporation transfer. In some circumstances, an
assumption of liabilities in a § 351 exchange will also result in real
benefit to the transferor. For example, if an individual places a
$50,000 mortgage on property with a $20,000 basis, and then transfers
the encumbered property in a § 351 exchange, he in essence receives
$50,000 in cash, and gives up only $20,000 in property.' 2 In effect, he
receives a real, economic benefit of $30,000 tax free. Apparently in
response to this problem of "mortgaging out," Congress enacted §
357(c),13 providing that if the sum of the amount of liabilities asI.R.C. § 358(a)(1).
Crane v. Commissioner, 331 U.S. 1, 14 (1947); United States v. Hendler, 303
U.S. 564, 566 (1938). See text accompanying notes 86-89 infra.
,0I.R.C. § 357(a).
I.R.C. § 358(d). See text accompanying note 7 supra.
2 This example was cited by both the Senate and House Reports in 1954 to
illustrate the operation of the new § 357(c). S. REP. No. 1622, 83d Cong., 2d Sess. 270,
reprinted in [1954] U.S. CODE CONG. & AD. NEWS 4623, 4908. H. R. REP. No. 1337,
83d Cong., 2d Sess. A129, reprinted in [1954] U.S. CODE CONG. & AD. NEws 4017,
4267.
," Although the history is inconclusive, I.R.C. § 357(c) seems to have been a
response to this practice. A series of cases prior to the 1954 code established that simply
placing a mortgage upon property was not a taxable disposition so as to adjust the basis
of the property, but that upon a subsequent sale or disposition, the value of any
outstanding mortgage liability assumed by the purchaser would be included in the
amount realized. This enabled the taxpayer to take a mortgage far in excess of his basis
'
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sumed by the transferee exceeds the adjusted basis of the assets
transferred, the excess is considered gain to the transferor. 4
The language of § 357(c) applies, however, to more than just the
"mortgaging out" situation. There may be situations in which §
357(c) applies to force recognition of gain although no economic benefit is realized. For example, when a cash basis taxpayer carries out a
§351 exchange involving substantial amounts of open accounts, §
357(c) may tax him on a non-existent "paper" gain. This results
because a cash basis taxpayer has a zero basis in his receivables, but
must value his payables at face amount even though he cannot deduct them.' 5 As to these two items, the amount of liabilities will
always exceed the adjusted basis of the assets, and unless there are
in the property without adjusting basis and then transfer the encumbered property to
a controlled corporation without tax liability, since under § 357(a) the assumption of
liability was not considered as the receipt of money. The taxpayer retained the cash
from the mortgage and relieved himself of the obligation to repay, thus receiving a real
economic benefit, which should have been taxed. See Crane v. Commissioner, 331 U.S.
1 (1947); Woodsam Assoc. v. Commissioner, 198 F.2d 357 (2d Cir. 1952); and Parker
v. Delaney, 186 F.2d 455 (1st Cir. 1950).
Thus, in light of this line of cases and the "mortgaging out" example cited by the
congressional reports, see note 12 supra, it has been suggested that § 357(c) was a
response to this problem, and in particular to the "negative basis" solution to "mortgaging out." See Bongiovanni v. Commissioner, 470 F.2d 921, 925 (2d Cir. 1972);
Cooper, Negative Basis, 75 H~Av. L. Ray. 1352, 1359-60 (1962); Kahn and Oesterle, A
Definition of "Liabilities" in Internal Revenue Code Sections 357 and 358, 73 MICH.
L. REv. 461, 470 (1975) [hereinafter cited as Kahn and Oesterle]; Comment, Section
357(c) and the Cash Basis Taxpayer, 115 U. PA. L. Ray. 1154, 1157-63 (1967). In the
example cited by the congressional reports, see note 12 supra, deduction of the $50,000
mortgage from the basis of $20,000 would leave the taxpayer with an adjusted basis of
minus $30,000, and recognition of the gain would be deferred until a later taxable
disposition of the stock. See Easson v. Commissioner, 294 F.2d 653 (9th Cir. 1961),
rev'g 33 T.C. 963 (1960); Parker v. Delaney, 186 F.2d 455, 459 (1st Cir. 1950) (Magruder, C. J., concurring).
,1 I.R.C. § 357(c). Under another limitation to the protection of § 357(a), if the
transferor had no bona fide business purpose or sought to avoid federal tax by the
exchange, the entire amount of the liability assumed would be considered money
received by the taxpayer on the exchange, and thus taxable under § 357(b). I.R.C. §
357(b). For purposes of this article, assume that the taxpayer transferred the encumbered property for sound business reasons.
,1 Under the cash method of accounting, there is no recognition of any item until
money is actually received or disbursed. See I.R.C. § 446 and regulations thereunder.
Thus, the cash basis taxpayer has a zero basis in his receivables, which is used for the
§ 357(c) computation. See Peter Raich, 46 T. C. 604, 610 (1966). Because an account
payable represents claims held by others for receipt of money and has not been paid
by the cash method taxpayer, it has not been taken into income and he is not entitled
to deduct it as a business expense. See Treas. Reg. 1.446-1(c)(i) (1958). However, by
the terms of § 357(c) the liability is valued at face to determine gain on the transfer.
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other assets with basis sufficient to offset the payables, the transferor
will recognize a gain under § 357(c) which has given him no real
benefit.'"
To illustrate this problem under § 357(c), assume that a cash
basis transferor decides to incorporate his business. He transfers accounts receivable of $200, other assets with a basis of $100, accounts
payable of $200, and receives 100 per cent of the new corporation's
stock. He must recognize a gain under § 357(c) of $100;' he has a zero
basis in the stock received;' and the transferee corporation takes a
basis in the assets of $200.' 9
In attempting to carry out a § 351 incorporation, the taxpayer
incurs $100 of taxable gain, and faces a potential gain of $100 more
than an accrual basis taxpayer would recognize upon a later sale of
the stock. 0 The transferee corporation also will recognize an additional unwarranted gain of $100 if it disposes of the assets, since the
transferee's basis in the assets also is not increased by any basis in
18 This problem does not arise when the taxpayer uses the accrual method of
accounting, recognizing income and expenses when the right to income or the fact of
the liability is established rather than when the cash exchange is made. See Treas.
Reg. 1.446-1(c)(ii) (1958). Because he has already taken these items into income, his
basis in the receivables is equal to their face value, and the liabilities, represented on
his books at face value, have been deducted by him and give him a tax benefit. Thus,
accounting valuation parallels the tax valuation of both accounts, and § 357(c) causes
no problems.
,1 The cash basis taxpayer has a zero basis in his receivables, which is used for
the § 357(c) computation. See note 15 supra. When this is added to the basis of the
other assets, the adjusted basis of all assets is $100. The sum of the liabilities is equal
to the face amount of the payables transferred, $200, even though the payables have
not been reflected on the books of the taxpayer. Thus, the sum of the liabilities assumed exceeds the adjusted basis of the assets, and a gain of $100 is recognized. I.R.C.
§ 357(c).
"' The transferor's basis in the assets transferred ($100), less money received
($200), see I.R.C. § 358(d), plus the amount of gain recognized ($100), gives the transferor a zero basis in the stock received. I.R.C. § 358(a).
1' The basis of the property in the transferor's hands ($100), plus the amount of
gain recognized to the transferor ($100), gives the transferee corporation a basis of $200
in the property received. I.R.C. § 362(a).
11The accrual basis taxpayer has a basis of $200 in the receivables, and $300 in
all the assets together. See note 16 supra. No gain is recognized under § 357(c) since
the amount of liabilities transferred, $200, does not exceed the adjusted basis of the
assets, $300. The accrual method transferor's basis in the assets transferred, $300, less
the money received under § 358(d), $200, plus the amount of gain recognized, $0, gives
this transferor a $100 basis in the stock received. I.R.C. § 358(a). Thus, holding the
same stock in the same assets, the accrual method transferor has a basis in the stock
$100 higher than the cash method transferor, and recognizes $100 less gain upon a later
sale of the stock.
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the receivables.'
Although the cash basis taxpayer transfers assets with a net worth
of $300 and liabilities amounting to only $200, he recognizes a $100
gain. Upon first examination, the source of this non-existent gain
appears to be that the transferor's receivables, because they are valued at zero, cannot be used to offset the payables, and the transferor
thus receives no worth for them. Closer analysis reveals that an inconsistency between the tax and accounting treatments of "liabilities",
rather than the treatment of the assets, causes the problem. Consider
an accrual method transferor: no difficulty arises here because the tax
and accounting treatments of both assets and liabilities are identical.? Although the tax and accounting treatments of the cash basis
transferor's assets are identical, the tax valuation of his liabilities is
opposed to his accounting treatment of the same items. Liabilities
which are not recognized for accounting purposes are included for tax
purposes under § 357(c), and this forces the cash basis taxpayer to
recognize a non-existent gain when attempting a § 351 incorporation.
An analysis of the reasons why certain liabilities are not recognized by the cash basis taxpayer in his income should point to nonrecognition of those same liabilities when dealing with § 357(c), but
the courts have failed to examine the issue closely. The Tax Court
has applied § 357(c) literally and has held that the cash basis transferor must recognize the gain.? In contrast, the courts of appeals have
construed § 357(c) to avoid the unjustified taxation, but have split
on how to achieve that end. 4
Peter Raichz was the first case clearly to present the cash basis
transferor's difficulty under § 357(c) to the courts. The taxpayer
transferred assets with an adjusted basis of $12,000 and liabilities in
the amount of $46,000. The assets, however, included $77,000 of acIn the transaction with the cash basis transferor, the corporation takes a basis
of $200 in the property received. See note 19 supra. However, upon exchange of the
same assets with an accrual method transferor, the corporation takes the basis of the
property in the transferor's hands, $300, plus the amount of gain recognized to the
transferor, $0, for an adjusted basis of $300 in the property received. I.R.C. § 362(a).
Again, basis is $100 higher in the accrual method situation, and gain upon resale is
thus $100 lower.
2 See note 16 supra.
2 See Thatcher v. Commissioner, 61 T.C. 28 (1973), rev'd 533 F.2d 1114 (9th Cir.
1976); Bongiovanni v. Commissioner, 30 T.C.M. 1124 (1971), rev'd 470 F.2d 921 (2d
Cir. 1972); Peter Raich, 46 T.C. 604 (1966).
21 See Thatcher v. Commissioner, 533 F.2d 1114 (9th Cir. 1976); Bongiovanni v.
Commissioner, 470 F.2d 921 (2d Cir. 1972).
46 T.C. 604 (1966).
21
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counts receivable" and the liabilities included accounts payable of
$38,000. The Commissioner determined that Raich had to recognize
gain under § 357(c) because the $46,000 of liabilities assumed exceeded the $12,000 adjusted basis of the assets transferred. The taxpayer did not dispute the valuation given to the assets and liabilities,
but asserted that § 357(c) was inapplicable to his situation.
Raich argued that Congress intended § 357(c) to apply to a § 351
transfer only if the liabilities assumed by the transferee corporation
exceeded the book value, not merely the adjusted basis, of the assets,
and if real economic benefit was received by the transferor. In
support, he cited a prior decision under § 357(c), in which the taxpayer's adjusted basis was equal to the book value of the assets.2
Additionally, he cited the mortgaging out examples used by the congressional reports to illustrate the operation of § 357(c). In both of
these situations, the taxpayer realized an economic benefit.2 Contending that the value of the assets exceeded the amount of liabilities
and that he did not receive any benefit on his exchange,2 9 Raich
argued that § 357(c) should not apply. Alternatively, Raich urged
that the accounts payable represented the "cost" of acquiring the
accounts receivable. Thus, under § 1012,30 the accounts receivable
", This asset is not reflected in income and has a zero basis for the cash method
taxpayer. See note 15 supra. Thus the $77,000 of accounts receivable contributed
nothing to the adjusted basis of Raich's assets. 46 T.C. at 607. For purposes of this
article, the dollar amounts of all cases discussed have been approximated.
21 N. F. Testor, 40 T.C. 273 (1963), aff'd 327 F.2d 788 (7th Cir. 1964). In Testor,
because adjusted basis was equal to the book value of assets when the taxpayer transferred liabilities in excess of basis to the corporation, he received a real benefit and
the § 357(c) tax was justified. Id. at 275. In Raich, the taxpayer contended that § 357(c)
should apply only when such real benefit is received. 46 T.C. at 608.
2' See text accompanying note 12 supra. The excess of the $50,000 mortgage over
the $20,000 basis represents a receipt of $30,000 in cash by the transferor. When he
transfers the property to the corporation and relieves himself of the obligation to repay,
he in effect receives a gift of $30,000. Section 357(c) should tax this real economic
benefit.
Although Raich had a zero basis in his accounts receivable, see note 26 supra,
those accounts had a value to the transferee corporation of $77,000. The net worth of
all the assets transferred was $89,000, which exceeded the amount of liabilities transferred. 46 T.C. at 605.
In this situation, the assumption of liabilities did not represent a gift to the
transferor; he was relieved of the obligation, but he also lost assets greater in amount
than the liability assumed. Mr. Raich incorporated his profitable business, did not
receive an economic benefit thereby, and did not feel that § 357(c) should apply to his
transfer.
3 Section 1012 provides that "[tihe basis of property shall be the cost of such
I.R.C. § 1012.
property.
...
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had a basis equal to the amount of the payables, rather than an
adjusted basis of zero.
In rejecting Raich's first argument, the Tax Court stated that if
Congress had intended to limit the applicability of § 357(c) to book
value, it would have used the necessary language. 3' Without addressing the reasoning behind the second argument, the Tax Court rejected it because the record did not factually support the contention2
that the cost of the receivables equalled the amount of the payables.
The court concluded that the trade accounts payable were liabilities
assumed by the corporation and that the accounts receivable had an
adjusted basis of zero.3 Thus, the amount of liabilities transferred,
transferred,
$46,000, exceeded the adjusted basis of the assets
3
$12,000, and Raich had to recognize gain of $34,000. 1
In John P. Bongiovanni,3 the Tax Court reaffirmed its stance in
Raich on virtually identical facts. The taxpayer transferred assets
with an adjusted basis of $1,300, although they had a net book value
of some $94,000. 31 The only liabilities transferred were accounts payable of $17,000. Thus, liabilities assumed exceeded the basis of property received by $15,700. The Tax Court concluded that Bongiovanni
had to recognize this amount as gain under § 357(c) .
The Second Circuit reversed and held that § 357(c) was not
1, 46 T.C. at 609.
32 Id. at 610.
Id. at 611. Relying on P. A. Birren & Son v. Commissioner, 116 F.2d 718 (7th
Cir. 1940), the court stated that accounts receivable had a zero basis. 46 T.C. at 610.
It is clear that this conclusion is generally correct for the cash basis taxpayer. See note
15 supra.
' Whether this excess was to be taxed as ordinary or capital gain depended upon
the character of the assets transferred. I.R.C. § 357(c)(1).
30 T.C.M. 1124 (1971). In Bongiovanni, the taxpayer attempted to avoid the
consequences of Raich by changing the accounting method of his proprietorship from
a cash basis to an accrual basis. See I.R.C. § 446 for rules regarding change of accounting method. However, the Commissioner did not assent at the time, and, exercising
his discretion under § 446(e) to prevent distortion of income, refused to permit the
change. I.R.C. § 446(e). See 30 T.C.M. at 1126.
1 Bongiovanni's assets included trade receivables, work-in-process, raw materials, tools, and supplies, all of which had a zero basis because he utilized the cash
method of accounting. Other assets included cash and office equipment, which provided him with a total basis of $1,300. 30 T.C.M. at 1125 (all figures have been
approximated).
11Id. at 1125-26. The Commissioner also determined that Bongiovanni recognized
gain under § 351(b) for the receipt of boot, a $51,000 promissory note received from
the corporation. The taxpayer did not challenge this ruling, but only contested the
determination of § 357(c) gain. Id. at 1125.
11Bongiovanni v. Commissioner, 470 F.2d 921 (2d Cir. 1972).
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intended to force the recognition of a non-existent gain. The court
reasoned that to value the payables at face amount and to include
them as liabilities for purposes of § 357(c), and then to deny a deduction for those payables because they were unpaid would twice disadvantage the taxpayer. 9 As a remedy, the Second Circuit excluded
accounts payable from the definition of "liabilities" for purposes of
§ 357(c), and thus reconciled the tax and accounting treatments of
the payables. The court stated:
Section 357(c) was meant to apply to what might be called
"tax" liabilities, i.e., liens in excess of tax costs, particularly
mortgages encumbering property transferred in a Section 351
transaction. . . . The payables of a cash basis taxpayer are
"liabilities" for accounting purposes but should not be considered liabilities for tax purposes under Section 357(c) until they
are paid.40
Under this analysis, Bongiovanni still had a zero basis in his receivables, but his payables were not considered as liabilities assumed by
the corporation. Thus, he transferred no liabilities and no § 357(c)
gain resulted. The cash method taxpayer's tax free exchange was
effectuated by the Second Circuit's restrictive construction of "liabilities" and consequent exclusion of accounts payable.
There are, however, problems with this "exclusion" approach that
the court did not consider. The Bongiovannill opinion provided little
guidance for future decisions concerning whether a given "accounting
liability" would also be a "tax liability". The court's statement that
tax liabilities are "liens in excess of tax costs" begs the question, for
the whole issue lies in defining the criteria that distinguish tax concepts from accounting concepts. Although the question was reformulated as defining "tax costs," it still was not answered by the
Bongiovanni court on anything more than intuitive grounds. When
31 The § 357(c) gain was caused by retaining the accounting valuation of receivables at zero basis, while utilizing a tax valuation of payables at face amount, in
opposition to the accounting treatment of the payables. Bongiovanni had a positive
net worth in his open accounts, but this finding of § 357(c) gain implies that he had a
negative net worth in them. Application of the cash basis accounting procedures to the
payables to deny a deduction because they had not been paid, in addition to the tax
valuation of the payables at face value, carries the inconsistency of treatment to
extreme lengths. This double disadvantage causes recognition of gain and denial of
deductions on the same transaction. Id. at 925.
,o Id. at 924.
' Hereinafter, "Bongiovanni" will refer to the opinion of the Second Circuit. Any
reference to the Tax Court opinion will be specifically designated.
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19771

confronted with the question whether a particular liability should be
excluded from the § 357(c) definition of liabilities, the taxpayer has
no easier time deciding what a "tax cost" is than he has in deciding
the initial question of what a "tax liability" is.
The court likewise did not discuss the impact of this restrictive
definition of liabilities upon the basis provisions of §§ 358 and 362.
Section 358(d) provides that for the purposes of determining the
transferor's basis in the stock received, an assumption of liabilities
shall be treated as money received by the taxpayer. If, as the opinion
seems to suggest,42 the Bongiovanni definition is confined to § 357(c),
then the taxpayer will take a negative basis in the stock because the
amount of liabilities assumed will be deducted from the basis of the
assets transferred and there will be no gain to increase basis. 3 Such
a result seems to undermine the very purpose of the Bongiovanni
analysis, because negative basis would only defer, not eliminate, the
phantom gain which § 357(c) recognizes immediately.44
Alternatively, if the restricted definition adopted by the court for
§ 357(c) is extended to § 358, the transferor will not receive a negative
basis in the stock. This result, though apparently contrary to the
limits set by the court, would completely eliminate any recognition
of unjustified gain for the cash basis transferor.
The Bongiovanni analysis also causes a problem for the corporate
transferee, although it is more a function of the mechanics of § 362
than of the definition of "liabilities" in the statutory scheme. The
transferee's basis in the property received is the sum of the transferor's basis in the assets plus the gain recognized by the transferor.46
Since the Bongiovanni analysis eliminates the § 357(c) gain on the
transaction, the transferee's basis in the assets, both accounts receivable and other assets, is thereby reduced and the corporation must,
therefore, recognize increased gain when it collects the receivables.
,2 See 470 F.2d at 924, where it is stated that payables should not be considered
liabilities "for tax purposes under Section 357(c)" until they are paid.
11The transferor's basis in the stock is equal to his basis in the assets transferred
($100), less money received on the transfer ($200), plus gain recognized on the transfer
($0). This gives him a basis in the stock received of minus $100. I.R.C. § 358(a).
" Upon a later disposition of the stock, the transferor would be required to recognize a gain of $200. This is the same gain that the Tax Court would have required him

to recognize immediately under § 357(c).
15Accounts payable would not be considered liabilities, and their assumption
would not be considered "money received" by the taxpayer. The transferor's basis in
the stock received would be his basis in the property transferred ($100), less the money
received ($0), plus gain recognized on the exchange ($0), or $100. I.R.C. § 358(a).
' I.R.C. § 362(a).
"

Whether the transferee corporation would have a net gain would depend upon
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By focusing only upon the need to prevent the cash basis transferor from recognizing § 357(c) gain, the court neglected to address
any of these issues. The Second Circuit failed to discuss the consequences of its analysis upon the transferee corporation or upon the
determination of basis for the transferor. More importantly, the court
provided no adequate criteria for the tax/accounting distinction and
no guidance as to how its definition of "liabilities" should be applied
prospectively.
In its most recent § 357(c) case, the Tax Court refused to follow
the Second Circuit's construction, and reaffirmed its Raich rationale. 8 In Wilford E. Thatcher,49 the cash basis taxpayer transferred
liabilities, one third of which were accounts payable, in excess of the
adjusted basis of the assets transferred, one half of which were zero
basis receivables. The taxpayer made three arguments against the
Commissioner's determination of § 357(c) gain. He reasoned, first,
that Raich did not control his situation; 0 second, that the adjusted
whether it could deduct its payment of the assumed accounts payable. See text accompanying note 74 infra.
1' The Tax Court at one time held that it would follow its own rule even in cases
subject to the jurisdiction of a Court of Appeals which had adopted a contrary rule.
See Arthur L. Lawrence, 27 T.C. 713, 719-720 (1957), rev'd on other grounds, 258 F.2d
562 (1958) (per curiam). However, the Tax Court has changed its position, and now
will follow the decision of the Circuit to which the taxpayer would appeal. See Golsen
v. Commissioner, 54 T.C. 742 (1970), aff'd 445 F.2d 985 (10th Cir. 1971), cert. den. 404
U.S. 940 (1971); Note, Status of a Controversy: The Tax Court, the Courts of Appeals,
and JudicialReview, 32 OHIO ST. L. J. 164 (1971).
9 61 T.C. 28 (1973). In Thatcher, the taxpayer was a partner in a general contracting firm which transferred roughly $645,000 in total assets, including some $320,000 of
accounts receivables, and some $20,000 of liabilities, including accounts payable of
approximately $165,000. The total amount of liabilities transferred, $420,000, exceeded
the adjusted basis of the assets, $325,000, and the Commissioner determined a gain to
the taxpayer of approximately $95,000. The Tax Court upheld the Commissioner's
determination, and further held that the transferor took a zero basis in the stock under
§ 358. The court did not discuss the transferee's basis in the property received, but
under § 362 the basis in the assets, $325,000, plus the gain, $95,000, would give the
transferee a basis of $420,000.
11Because Raich involved a transfer by a sole proprietorship and Thatcher involved a partnership, the taxpayer argued that § 751 and associated regulations mandated a different basis for accounts receivable. Id. at 33-34. Section 751 provides that
accounts receivable are includible in the term "unrealized receivables," to the extent
not previously taken into income, for purposes of subchapter k. I.R.C. § 751. The Tax
Court noted that the purpose of § 751 was to prevent the conversion of potential
ordinary income into capital gain on the sale or transfer of a partnership interest, and
that the rules under § 751 were designed to measure income, not to adjust basis. Id.
at 34. Thus, it concluded that "there is no reason to extend to a transaction under
section 357(c) the rules developed under section 751." Id. at 35.
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basis of the accounts receivable was equal to the amount of the accounts payable; 51 and third, that Bongiovanni excluded accounts
payable from § 357(c) liabilities.2
The Tax Court dismissed any distinction based upon the fact that
Thatcher involved a partnership and Raich a proprietorship.0 It also
rejected the contention that accounts payable represented the cost,
and thus the basis, of accounts receivable. The court concluded that
the accounts payable were unpaid expenses and that there was no
reason to take them into consideration in calculating the taxpayer's
income. The court stated that "although the petitioners suggest that
the basis of the receivables could be computed as if they had been
acquired by purchase, there is no authority for such a proposition."54
Finally, the Tax Court rejected the Bongiovanni construction of
"liabilities," stating:
The circuit court's holding in Bongiovanni cannot be reconciled with the language in section 357(c) . . . .If the term
"liabilities" was limited to liens, there would be no need to
refer, in section 357(c), to liabilities which are assumed as
separate from those to which the transferred property is subject.5
The court ruled that § 357(c) was a mechanical test which applied
whether or not the transferor received economic benefit on the trans"Id. at 33.
52 If the Bongiovanni definition were applied to exclude accounts payable, then
the adjusted basis of the assets ($325,000) would exceed the liabilities ($255,000) and
there would be no § 357(c) gain; the adjusted basis ($325,000), less money received
($255,000), plus gain on the transaction ($0), would give the transferor a basis of
$70,000 in the stock received; and the adjusted basis ($325,000), plus gain ($0), would
give the transferee a basis of $325,000 in the property received. I.R.C. § 362. This
analysis assumes that the Bongiovanni definition would be carried over into § 358.
61 T.C. at 35. See note 45 supra.
" 61 T.C. at 36. This is the same argument that the taxpayer in Raich put forth.
In the earlier case, the Tax Court rejected the argument on the factual ground that
the record did not support the contention that accounts payable were the cost of
accounts receivable. Peter Raich, 46 T.C. 604, 609-11 (1966). See text accompanying
notes 27-32 supra. After Raich, it was uncertain whether, given proper proof, this
argument might succeed. The Tax Court in Thatcher ended any such speculation by
concluding that as a matter of law there was no support for the contention. 61 T.C. at
36. Nevertheless, the situation that receivables actually reflect cost of payables is not
an impossibility. For example, a contracting firm on the cash basis method of accounting, which had accrued accounts payable solely for material used in a job generating
accounts receivable, would be able to prove that accounts payable represented the cost
of accounts receivable.
61 T.C. at 36.
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action, and required the cash basis taxpayer to recognize gain. The
Tax Court acknowledged, however, that its application of § 357(c)
might undermine the purpose of § 351, but concluded that the resolution of the problem was for Congress and the Administration to consider, and not for the courts."
The Tax Court's opinion was not unanimous, however, as five
judges dissented in two separate opinions. In the first of these dissenting opinions, 51 Judge Quealy applied a Bongiovanni type analysis,
although he changed the distinction somewhat. Instead of defining §
357(c) liabilities as "secured liabilities,"5 he proposed that the distinction be made "on the basis [of] whether the liability in question
was reflected in determining the income and expense of the taxpayer
on the cash basis." 59 Only if a liability had been reflected in income
would it be considered a § 357(c) liability. Since some secured liabilities are usually reflected in the income of the cash basis taxpayer
even before they are paid,6" they would be included as § 357(c) liabilities; however, since unsecured deductible liabilities cannot be reflected in income until they are actually paid,"' they would be ex"' Id. at 37. It may be argued that because § 357(c) has been enacted for over 20
years and that Congress has taken no steps to alter it, the courts should follow the
supposed legislative will and not change the application of the section. Particularly in
view of Congress's failure to change § 357(c) in the Tax Reform Act of 1976, Pub. L.
No. 94-455, 90 Stat. 1520 (1976), this argument has plausibility. However, congressional silence has not been a conclusive consideration in past cases. See, e.g., United
States v. Price, 361 U.S. 304, 310-311 (1960). In reply, it may be argued that where
the courts can correct an unjust result by statutory construction they should do so,
despite congressional failure to act.
- 61 T.C. 28, 39 (1973) (Quealy, J., dissenting). Judge Quealy wrote the Tax Court
opinion in Bongiovanni which was reversed by the Second Circuit. His endorsement
of the circuit court's analysis demonstrates a substantial change. Presumably, this
change resulted from his recognition of "inherent problems" that lead to "absurd"
results when § 357(c) is applied to cash basis taxpayers. Id. at 39-40.
Id. at 40. Judge Quealy seemed to refer to the Second Circuit's statement that
"[slection 357(c) was meant to apply to what might be called 'tax' liabilities, i.e.,
liens in excess of tax costs, particularly mortgages encumbering property transferred
in a Section 351 transaction." Bongiovanni v. Commissioner, 470 F.2d 921, 924 (2d Cir.
1972).
61 T.C. at 40.
The dissent used the example of a depreciable asset purchased by the cash basis
taxpayer with borrowed funds. Id. at 40. Although the borrowing itself is not directly
accounted for in income, it is reflected when the deduction is taken for depreciation
of the asset it purchased.
," As an example, the dissent cited "inventoriable or deductible" expenses. 61
T.C. at 41. For the cash basis taxpayer, no deduction arises until actual payment of
the liability is made because the liability is not recognized on his books until payment
is made.
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cluded from § 357(c) liabilities. Under this analysis, accounts payable
are excluded because they are unsecured deductible expenses 2 and,
therefore, Mr. Thatcher should not have to recognize gain under §
357(c).
Also dissenting in Thatcher,13 Judge Hall sought to solve the problem by including both receivables and payables in income rather than
excluding payables and zero-basis receivables from income. She reasoned that the transfer of accounts receivable by the transferor could
be treated as a separate, ordinary recognizing transaction with gain
and deductions, while the rest of the § 351 transfer would be accorded
tax free status." She supported this analysis by noting that a cash
basis taxpayer who transferred $1,000 of accounts receivable to a
third party in exchange for the assumption of $1,000 of accounts
payable would have no income."
Judge Hall reasoned that a similar transaction under § 351 would
have an identical impact on income."8 She agreed that the cash basis
taxpayer realized income when the corporation assumed his liabilities
and that the receivables transferred had only a zero basis. However,
she argued that, in effect, the taxpayer had sold his receivables.
Although the taxpayer recognized gain,6" this represented only one
side of the sale. By viewing the assumption of payables as paid by
,1 Accounts payable, which are normal expenses accrued in the ordinary course
of business, are deductible liabilities. I.R.C. § 162(a). Normal business expenses repre-

sent the cost of producing revenues, so that ordinary expenses are deducted from
general revenues to determine net income. It is this net income, the return on the
investment represented by the business expense, that is taxed. See Tank Truck Rentals, Inc. v. Commissioner, 356 U.S. 30,33 (1958); McDonald v. Commissioner, 323 U.S.
57, 66 (1944) (Black, J., dissenting); Higgins v. Smith, 308 U.S. 473, 477 (1940).
- 61 T.C. 28, 42 (1973) (Hall, J., dissenting).
I'!d.

The Hall dissent cited James M. Pierce Corp. v. Commissioner, 326 F.2d 67 (8th
Cir. 1964). 61 T.C. at 42. In Pierce, a newspaper publisher held prepaid subscriptions,
'

redeemable upon demand. A portion of the cash received was immediately recognized
as income, and the remainder was placed in a subscription reserve account and not
recognized. The taxpayer subsequently sold his publishing business with the agreement that the purchaser would assume the prepaid subscription liability. Judge (now
Justice) Blackmun held that the taxpayer recognized income in the amount of subscription reserves when the purchaser assumed the liabilities, but that he was also
entitled to a deduction in the amount by which the gross sale price to the taxpayer
was reduced by the purchaser's assumption of liabilities. This deduction was characterized as either a business expense or a reduction of income. 326 F.2d at 72.
" 61 T.C. at 43.

Gain is defined as the excess of amount realized over adjusted basis. I.R.C. §
1001(a). See note 3 supra. Here, the amount realized (equal to assumption of the
payables, $1,000) exceeded adjusted basis of the asset (accounts receivable, $0).
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transfer and receipt of the receivables, Judge Hall argued that the
payables paid by the corporate transferee could be treated as paid by
the transferor, who then would be entitled to a deduction. Since the
payables were only paid by the transferor to the extent of the transferred receivables, his deduction for payment would be limited to the
amount of receivables received by the transferee. Thus, the cash basis
transferor would recognize gain on the excess of liabilities over the
adjusted basis of the assets, but would receive an offsetting deduction, limited to the amount of gain recognized, in the amount of
receivables transferred for "payment" of the payables.15 In this manner, Judge Hall achieved the same result that a Bongiovanni analysis
would have produced without restrictively defining the word "liabilities." 9
On appeal, the Ninth Circuit reversed the Tax Court, 0 and
adopted Judge Hall's approach. The court rejected the ad hoc definition given liabilities in the Bongiovanni decision, and concluded that
such a result might produce unforeseen results in other cases. It
stated that "the integrity of the standard meaning of liability can be
retained while giving vitality to the purposes of both § 351 (tax free
exchange) and § 357 (closing the escape of taxes by borrowing against
assets before transferring them to a new corporation, and blocking the
creation of "negative" basis)."" Thus, the Ninth Circuit solved the
§ 357(c) problem by allowing the cash basis transferor to deduct from
income the payables assumed on the transfer. This deduction, however, was limited by two factors: first, the deduction would only apply
to the extent of actual payment of the payables by the corporate
transferee,7 2 and second, the deduction would be limited to the
amount of receivables collected by the transferee in the taxable year
" On the facts of Thatcher, Judge Hall would have the cash basis taxpayer recognize a gain under the literal wording of § 357(c) of some $95,000. However, since
$165,000 of accounts payable and $320,000 of accounts receivable were transferred, all
$95,000 of the gain would be allocated to "the sale of the receivables in exchange for
assumption and payment of the payables," 61 T.C. at 44, and the transferor would be
treated as having paid $95,000 of the payables. Thus, the transferor would be entitled
to a deduction for "payment" of the payables in an amount which would exactly offset
his recognized gain. 61 T.C. at 43-44.
" See text accompanying note 39 supra.
"' Thatcher v. Commissioner, 533 F.2d 1114 (9th Cir. 1976).
71 Id. at 1117 (footnote omitted).
72 Not only must the corporation actually pay the payables before the transferor
may invoke the setoff, but the payment must also be completed within the taxable year
of the transfer. Id. at 1118. This requirement could lead to substantial administrative
problems in tracking the time and existence of payments by the corporate transferee.
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of the exchange.-3
This solution seems appropriate for the § 357(c) accounts payable
problem because the section's definition of gain is preserved and the
solution does not affect the determination of basis under §§ 358 and
362.11 The taxpayer still recognizes gain on the exchange, but he
receives a deduction from income to set off the gain. Since the set off
is not reflected in the basis provisions, only the end result, forced
taxation of non-existent gain, is altered.
The example of the cash basis transferor with $200 each of accounts payable and receivable and other assets with a basis of $100
illustrates the treatment." Under the Ninth Circuit's analysis, accounts payable are included as liabilities so that the cash basis transferor recognizes § 357(c) gain in the amount of $100. However, he
receives a deduction for payment of the payables, up to the amount
of receivables the transferee actually received in the taxable year of
exchange. Assuming the transferee received all the receivables, the
transferor is entitled to a $200 deduction, which offsets his § 357(c)
gain and leaves no taxable income. The deduction plays no role in
determining basis in the stock or property. Thus, the transferor takes
the adjusted basis of the assets transferred ($100), less boot received
($200), plus gain recognized (section 357(c), $100), for a basis in the
stock of zero dollars." The corporate transferee takes the adjusted
basis of the assets transferred ($100) plus gain recognized by the
transferor (section 357(c), $100) for a basis in the property of $200."1
In sum, under the Thatcher analysis, the cash basis transferor can
undertake a § 351 transfer and the intended tax-free consequences
will follow. The deduction offsets the § 357(c) gain so that the transferor takes a basis in the stock equal to its net worth,' 8 and the
,1 The court stated that the setoff would completely wash out the § 357(c) gain
only when the receivables transferred equalled or exceeded the amount of gain. Because the deduction is for "payment" of the payables, and such "payment" is made
by transfer of the receivables, the amount of the deduction is limited by the amount
of the receivables transferred. See text accompanying note 65 supra. This is also
consistent with the court's statement that the setoff completely washes out the § 357(c)
gain only when the receivables transferred equal or exceedthe amount of gain. 533 F.2d
at 1118.
11The deduction is separate from the determination of gain and thus does not
affect basis adjustments which depend only upon gain and boot received. See I.R.C.
§§ 358 and 362.
, See text accompanying note 16 supra.
,' See I.R.C. § 358.
77 See I.R.C. § 362.
11This assumes that the transferor's basis in the property was equal to its market
value, so that net worth is accurately reflected.
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transferee takes a basis in the receivables that does not force recognition of income upon accrual of the account. Under the Second Circuit's Bongiovanni analysis, the cash basis taxpayer recognizes no
gain on the transfer, but receives a negative basis79 in the property
which might eventually require recognition of the nonexistent gain.
Finally, under the Tax Court's analysis the transferor must recognize
the nonexistent gain upon the transfer.
As attractive as the Thatcher proposal seems, it is not without
problems. First, neither Judge Hall nor the Ninth Circuit analyzed
the tax treatment the corporation would give to the accounts received
in the transfer. Although receivables are normally treated as ordinary
assets,"° accounts receivable acquired by a transferee in a § 351 exchange would appear to be capital assets under § 1221.11 The accounts
payable assumed by the corporation would have to be viewed as
capital expenditures, because they were expenses made in acquisition
of capital assets. 2 Since capital expenditures are not deductible, the
11Since accounts payable would not be liabilities under § 357(c), but would be
liabilities under § 358, see note 44 supra, a negative basis would result. That is, the
basis of the assets ($100), less the money received ($200), plus the gain ($0), would
leave a minus $100 basis in the stock received. I.R.C. § 358.
I.R.C. § 1221 provides:
For purposes of this subtitle, the term "capital asset" means
property held by the taxpayer (whether or not connected with his
trade or business), but does not include(1). ..
(4) accounts or notes receivable acquired in the ordinary course of
trade or business for services rendered or from the sale of property
described in paragraph (1);
See also Treas. Reg. 1.1221-1(a) (1957).
'1 Accounts receivable acquired by the transferee in the § 351 transaction are not
"acquired in the ordinary course of trade," and thus are not the type of receivables
excluded by § 1221(4) from the class of capital assets. See note 77 supra.
" Because Judge Hall and the Ninth Circuit viewed the receivable-payable exchange as a purchase separate from the § 351 transfer, the assumption of the payables
by the corporation would have to be viewed as the cost of purchasing the receivables,
a capital asset. Accord Holdcroft Transp. Co. v. Commissioner, 153 F.2d 323 (8th Cir.
1946).
4 While ordinary business expenditures are deductible, I.R.C. § 162, capital expenditures are not. I.R.C. § 263. Ordinary expenses represent an income-producing
investment, see note 60 supra, but capital expenses represent only the exchange of one
asset, money, for another, the capital good. Although taxable revenue may later be
generated by use of the capital asset, the mere acquisition is not taxed as income. Thus
there is no capital expenditure deduction for the cost of acquisition comparable to the
ordinary expenditure deduction for the cost of producing revenue. Income is adjusted,
however, to compensate for the depreciation of the asset purchased by the capital
expenditure. See I.R.C. § 167.
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result of this analysis is that the corporation would not be entitled to
a deduction for the payables5 4
Whatever difficulty the single deduction issue may cause, the
entire offset solution is subject to question. The offset concept is
derived from James M. Pierce Corporationv. Commissioner,5 in
which the purchaser assumed a liability of the taxpayer as part of the
purchase agreement. Gain was recognized in the amount of the liability assumed, and an offsetting deduction was allowed for payment of
" It may be argued that the collection of the accounts receivable is equivalent to
the exhaustion of the life of a machine, in that in both situations the value of the
capital asset to the corporation is reduced over time. Thus, the corporation should be
able to take the § 167 depreciation deduction for both capital assets. See I.R.C. §
167(a)(2), which allows a "reasonable allowance for the exhaustion" of property held
for production of income. In effect, while the corporation could not deduct the payables, it could deduct the depreciation of the receivables. As the transferor would get
an offset equivalent to the amount of payables only if the receivables transferred
equalled or exceeded the payables, the corporate transferee would get a deduction
equivalent to the amount of payables only if the receivables depreciated equalled or
exceeded the payables.
This speculative and strained application of the Internal Revenue Code serves to
demonstrate the artificiality of Judge Hall's proposal, which was put forth as an
alternative to the "artificial" approach of the Second Circuit in Bongiovanni.61 T.C.
at 43.
- 326 F.2d 67 (8th Cir. 1964). See note 65 supra.In Pierce, upon receipt of cash
from prepaid subscriptions, a portion of the receipt was recognized as income, and the
remainder was placed in a subscription reserve account and not recognized. At that
point, the taxpayer's unrecognized cash was deemed to be offset by the equal obligation to redeem the subscriptions represented by the cash. 326 F.2d at 70.
When another party assumed the liability of the prepaid subscriptions, the taxpayer still had the unrecognized cash, but no longer had the obligation to redeem. The
tax consequence of the assumption should have been recognition of gain. In fact, Judge
Blackmun treated the assumption as gain, but also gave an offsetting deduction for
"payment" of the assumed liabilities. He stated that the assumption of the liabilities
as part of a purchase price of the business was exactly as if someone had paid the
money to the publisher who had then paid the obligation himself. Id. at 72. If the
liability had been deductible, the offset for payment would have been justified. However, payment of the liabilities by the taxpayer would not have been deductible, so
constructive payment by the taxpayer should not have been deductible. See the discussion of deductibility in text accompanying notes 80-84 suipra. The net effect of Judge
Blackmun's opinion was to allow an exclusion of prepaid cash from income, an inclusion of the liability assumption as gain, and a deduction of liability payment from
income. The first two items offset, and the taxpayer got a free deduction which sheltered the prepaid cash from taxation.
Due to the different nature of the liability, the offset in Thatcher would not be
subject to this criticism. Payment of the accounts payable would be deductible, so that
upon constructive payment the taxpayer would be entitled to this deduction. See also
Del Cotto, Section 357(c): Some Observations on Tax Effects to the Cash Basis
Transferor, 24 BUFF. L. Rlv. 1, 17 (1974) (Hereinafter cited as Del Cotto).
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the full amount of this liability because the cash purchase price of
the business was deemed to have been reduced by that amount. Payment of the liability in Thatcher was deemed to have been made by
the transfer of receivables, however, and the offset was limited by the
amount of receivables actually transferred. If the taxpayer transferred a large amount of receivables, he might offset all § 357(c) gain;
but if he transferred only a small amount, he would get little or no
relief from the Tax Court's recognition of nonexistent gain. The relief
Judge Hall's dissent would provide was dependent upon the amount
of receivables transferred, when the problem stemmed from the treatment of the liabilities transferred.
The cash basis transferor's problem evolves from the inconsistency of the accounting treatment and the tax treatment of liabilities. 6 The transferor's receivables are valued at zero for both tax and
accounting purposes, but his payables are valued at zero for accounting purposes because they have not been reflected in income, and at
face amount for tax purposes. Aside from an intrinsic feeling that the
transferor should receive some benefit for his receivables, there is no
reason to base relief upon the valuation of assets. Zero basis receivables are the consequence of cash method accounting, but face valuation of the unpaid liabilities of a cash basis taxpayer is the result of
a confusion of tax and accounting procedures. The artificiality of
solving the problem by viewing the receivable-payable transfer as a
"sale" separate from the § 351 exchange limits the utility of the
solution. Because other unpaid obligations cannot be easily grouped
with zero basis assets, the availability of the solution for future problems under § 357(c) is limited.87 The answer to the cash basis taxpayer's problem under § 357(c) does not lie in the inclusion-deduction
approach of Thatcher, but in a Bongiovanni type "liability exclusion" analysis based upon principles of matched advantages and disadvantages to the taxpayer. Prior case history demonstrates this approach, and calls for its application in the present situation.
The predecessor of section 357(a)88 was passed in response to the
See text accompanying note 22 supra.
Because accounts receivable and accounts payable are closely related, it was
easy for Judge Hall to characterize their transfer as a separate sale. But because the
problem lies in liability treatment, the same difficulty may arise upon transfer of any
unpaid obligation by the cash basis transferor. For example, the transfer of mortgage
obligations, bonded indebtedness, or judgment debts would raise the issue, making it
conceptually more difficult to group the transfer of such liabilities with the transfer of
some zero basis asset and reach the kind of offset that Judge Hall proposed.
" Revenue Act of 1939, ch. 247, § 213(a), 53 Stat. 870, amending Int. Rev. Code
of 1939, ch. 1, § 112, 53 Stat. 37. See note 95 infra.
"

'7
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Supreme Court's decision in United States v. Hendler 9 that an assumption of liabilities constituted "money or other property" that
was taxable gain to the taxpayer. In Hendler, the defendant creamery
merged with the Borden Company, and Borden paid the creamery's
bonded indebtedness. The Court reasoned that Hendler's "gain was
as real and substantial as if the money had been paid it and then paid
over by it to its creditors.""0 Although the Court treated the assumption of the debt as income to, or payment by, Hendler, it taxed the
"income" but did not give a deduction for the "payment." Because
payment of bonded indebtedness, like payment of a mortgage obligation, is not deductible, 9' assumption of the nondeductible liability
was treated only as gain to the transferor.
The assumption of a deductible obligation is not analogous and
should not be treated in the same manner as nondeductible obligations. Assumption of a deductible liability is treated as constructive
payment of money to the transferor and thus requires recognition of
gain. In addition, this assumption is treated as constructive payment
by the transferor to his creditor and the transferor taxpayer is entitled
to a deduction for payment. Since the recognition of gain and the
deduction for payment offset each other, they have no net impact
upon the taxpayer's tax liability. Therefore, when they are both occasioned by the same transaction it is easier just to overlook them.
This analysis, which underlay the Hendler holding that an assumption of a nondeductible liability was taxable gain, was clearly
affirmed by the court nine years later in Crane v. Commissioner.2
303 U.S. 564 (1938).
Id. at 566.
" Upon issuance of the bond or mortgage obligation, the taxpayer takes both
money and an offsetting obligation to repay. A taxpayer is considered to have received
income when he acquires earnings, lawful or unlawful, without a restriction as to their
disposition and without a consensual recognition of an obligation to repay. James v.
United States, 366 U.S. 213, 219 (1960). In the case of a loan or mortgage, the benefit
of the money received is offset by the disadvantage of the obligation to repay. Instead
of taxing the receipt of money as income, and later allowing the deduction for repayment, the whole transaction is ignored. For a brief discussion of this concept and its
associated administrative advantages, see Kahn & Oesterle, note 13 supra.
In Hendler, when the obligation to repay was assumed by another party, the Court
reasoned that the effect of the transaction was as if the taxpayer received cash and an
obligation to repay, and then later received additional money with which to satisfy the
obligation. The initial receipt of cash was taxfree, and the payment of the obligation
gave no deduction, but the second "receipt of cash," assumption of the obligation, was
taxable.
32 331 U.S. 1 (1947). The taxpayer in Crane acquired property subject to a mortgage for which she was not personally liable. After holding the encumbered property
for a number of years, the taxpayer sold it for cash. Recognizing that as long as
"
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There the Court ruled that "only the principal amount [of the mortgage] rather than the total present debt secured by the mortgage,
was deemed to be a measure of the amount realized, because the
difference was attributable to interest due, a deductible item."9
After the Hendler case, Congress feared the adverse effect that
immediate recognition of gain upon assumptions of nondeductible
liabilities might have on needed business adjustments. 4 It provided
in the predecesssor to §§ 357(a) and (b) that an assumption of liability would not constitute boot for purposes of § 351(b), but that such
assumption would be boot for purposes of § 358.11 Viewed in this
historical context, the terms of § 357 should be interpreted in accordance with the views expressed by the Court in Hendler and Crane.
Section 357 was enacted to deal with problems of liability valuation
and recognition, and the courts should deal with the cash basis transferor's difficulty by that analysis.
Accounts payable are generally viewed as "ordinary and necessary
expenses paid or incurred" in the course of business, and thus are
deductible." Assumption of deductible expenses does not result in
recognizable gain under the Hendler-Craneanalysis. Since § 357 was
originally enacted in response to these decisions, the assumption of
deductible liabilities in a § 351 transaction should not be taxed as
gain under § 357(c).9 7
This approach also solves problems of later tax consequences. The
assumption of the deductible liability should not affect the basis
determination of the parties to the transaction, so that the illusory
gain found by the Tax Court will not be recognized upon either the
transfer or a later taxable disposition of the property. The exclusion
of liabilities applied under § 357(c) also should be applied under §
property is mortgaged for less than its market value the owner will treat the conditions
of the mortgage as if they were his personal obligations, id. at 14, the Court held that
even though she was not personally liable on the mortgage, the taxpayer had to include
the outstanding value of the mortgage in the amount realized upon a transfer of the
encumbered property. Id. at 15.
11Id. at 4 n. 6. The amount of "Crane gain" the taxpayer had to recognize was
only the principal amount of the mortgage. The interest charges that had accrued
during the years the taxpayer held the encumbered property were excluded from the
recognition of gain upon the assumption of the liability.
',See note 6 supra.
' Revenue Act of 1939, ch. 247, § 213(a), 53 Stat. 870, amending Int. Rev. Code
of 1939, ch. 1, § 112, 53 Stat. 37 (now I.R.C. § 357(c)); Revenue Act of 1939, ch. 247, §
213(d), 53 Stat. 871, amending Int. Rev. Code of 1939, ch. 1, § 113(a)(6), 53 Stat. 41
(current version of I.R.C. § 358(a)).
" I.R.C. § 162(a). See text accompanying note 77 supra.
' This approach was first suggested by Kahn and Qesterle, note 13 supra.
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358 to prevent the "gain" to the transferor from being merely deferred
instead of eliminated." Although there has been significant confusion
in the courts concerning the transferee's treatment of the payables
assumed, 9 the best analysis indicates that the corporate transferee
should not be entitled to a deduction for subsequent payment of the
accounts payable. Payment by a transferee of liabilities of a predecessor firm or corporation is generally treated as a capital expenditure, '
and is therefore not deductible.'0 ' Thus, the exclusion of deductible
obligations from the § 357(c) recognition of gain upon assumption of
liabilities serves to eliminate the inconsistency of tax and accounting
treatment of payables for a cash basis transferor. It also eliminates
any unwarranted recognition of gain caused as a result of that inconsistency.
There are other solutions to the § 357(c) problem. One proposal
suggests a legislative change to provide for instant accrual of accounts
payable and receivable.' 2 All open accounts in the hands of a cash
basis transferor would be accrued at the time of § 351 exchange. If
liabilities then exceeded adjusted basis of the assets, section 357(c)
would apply, taxing the excess as income to the transferor. If the basis
of the assets exceeded the amount of liabilities, the excess would be
treated as a contribution to capital, and would raise the transferor's
basis in the stock received by an equal amount. This solution, however, only nullifies the congressional purpose of § 351 to facilitate
needed changes in the form of doing business by reducing the planning and effort involved in the transfer and by making the exchange
tax free. Instead, this proposal demands that the transferor compute
3
all of his accounts and recognize income on the excess of liabilities.'1
"

See text accompanying notes 42-45 supra.
In Raich and Thatcher, each corporation deducted the accounts payable in its

initial taxable year. Although the Tax Court and the Ninth Circuit recognized this
fact, neither considered the propriety of the deduction. 46 T.C. at 605; 533 F.2d at 1116.
The Second Circuit in Bongiovanni stated that the corporate taxpayer would be entitled to a deduction for payment of the payables, 470 F.2d at 925, but merely cited a
regulation stating the general rule of deduction for a taxpayer on an accrual method.
See Treas. Reg. 1.461-1(a)(2).
11 Holdcroft Transp. Co. v. Commissioner, 153 F.2d 323 (8th Cir. 1946). See notes
71-75 supra.
"I,I.R.C. § 263(a).

102 See Roha, The Application of Section 357(c) of the Internal Revenue Code to
a Section 351 Transfer of Accounts Receivable and Payable, 24 CATH. U. L. REv. 243
(1975); 7 GA. L. Ray. 571 (1973); 61 ILL. B. J. 557 (1973).
"1 This problem can be avoided if the taxpayer retains all his open accounts, or
if he retains exactly enough receivables to pay the payables. However, this suggestion
frustrates the congressional purpose of §§ 351 and 357 to an even greater degree than
the suggestion of immediate accrual of accounts.
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The exclusion approach proposed by Judge Quealy in his dissent
in Thatcher'04 is an alternative very similar to the Hendler-Crane
analysis, but its purpose is quite different. Under this analysis, liabilities include only those obligations which were "reflected in deter1
One
mining the income and expense" of a cash basis taxpayer. 05
the
term
"liabilities"
commentator has refined this approach so that
would include only those obligations which have already given rise to
a tax benefit, which he further defined as "those liabilities which
have given rise to deductions by the transferor or have arisen from a
tax free borrowing by the transferor on the value of the transferred
assets". 0 1 However, this proposal views § 357(c) as only a recapture
provision, the purpose of which is to recover tax free dollars already
received by the taxpayers. 7 When applied to the problem of open
accounts, this formulation excludes accounts payable which have not
already been taken into income, and thus no unwarranted taxation
results. Although § 357(c) should serve to recover for the government
tax-free dollars taken by taxpayers, it should not be limited to this
function. Section 357(c) should also protect the cash basis taxpayer
by preventing taxation of the nonexistent gain from assumption of
deductible liabilities.
This formulation, while similar to the suggested approach in its
effect on the accounts payable problem, is different in its purpose.0 8
Since this approach appears designed to recapture tax benefits already received, it includes as § 357(c) liabilities any obligation already deducted or any obligation arising from a borrowing on the
value of the transferred assets. This would include obligations which
have given the transferor a tax benefit, but does not include all the
nondeductible items listed by the Internal Revenue Code. 9 For ex1-461 T.C. 28, 39 (1973) (Quealy, J., dissenting).
"0 Id. at 40. See text accompanying note 57 supra. This definition does not adequately draw a continuing distinction between "tax" and "accounting" liabilities.
"o Del Cotto, note 82 supra.
107 For example, when a taxpayer purchases a property by assumption of the
mortgage liability, his basis in the property is equal to the amount of liabilities. Crane
v. Commissioner, 331 U.S. 1 (1947). If he takes an accelerated depreciation allowance,
his basis will reduce more rapidly than the value of the outstanding mortgage. When
the taxpayer subsequently transfers the property in a normal recognizing transaction,
this depreciation is recaptured. See I.R.C. §§ 1245, 1250. However, these sections do
not apply to a § 351 transfer. I.R.C. §§ 1245(b)(3) and 1250(d)(3). In the § 351 situation, Del Cotto would apply § 357(c) to tax the excess of the amount of liabilities
over the reduced basis in the asset. This difference would be attributed to depreciation
or depletion the taxpayer claimed but not suffered. See Del Cotto, note 82 supra.
For an example of this distinction, see Kahn & Oesterle, note 13 supra at 481.
"' I.R.C. 44 261-279.
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ample, bonded indebtedness does not arise from a borrowing on the
assets, nor is it deductible, and this alternative approach would exclude it from § 357(c) liabilities.
'0
The suggested approach proposes inclusion of all nondeductible
items because assumption of those liabilities leaves the transferor
with a tax benefit."' This standard serves to anticipate gain not yet
received as well as to recapture benefits already received. The example of the cash basis taxpayer with $200 of accounts receivable and
payable, and $100 of other assets illustrates this approach. The $200
of receivables are valued at zero, in accordance with the cash basis
accounting method. The $200 of accounts payable are excluded from
§ 357(c) "liabilities," because they have not been deducted and the
transferor has thus received no benefit. The taxpayer transfers liabilities of zero and assets with an adjusted basis of $100, and there is no
§ 357(c) gain. The transferor takes a basis of $100 in the stock received"' and the transferee takes a basis of $100 in the property
received."' Thus, by incorporation of this standard into the terms of
§§ 357, 358 and 362, the cash basis taxpayer achieves his § 351 tax
free incorporation.
Congress intended § 351 to encourage business adjustments. Solutions to the § 357(c) problem which tend to break down this purpose,
such as instant accrual proposals, must be discarded as inconsistent
with congressional purpose. Similarly, solutions, such as recapture
provisions, which tend to limit the effect of § 357 must also be rejected. Excluding from the definition of liabilities all items that have
been or will be deductible best achieves the goals of § 351, tax-free
incorporation, and § 357, deferral of recognition of gain upon an assumption of liabilities.
BRUcE

G. PERRONE

"1In this context nondeductible means all those obligations for which actual
payment will not lead to a further deduction. This definition would include the nondeductibles listed by the Code, see note 109 supra, and deductibles for which payment
has not been made but the deduction has been taken. This latter group would include
such obligations as the accounts payable of the accrual basis taxpayer.
" Therefore bonded indebtedness, as a nondeductible item, would be included in
the computation of § 357(c) gain.
222 See text accompanying note 17 supra.
,, The basis of the assets in the transferor's hands ($100), less money received
($0), plus gain on the transaction ($0), gives a basis in the stock of $100. I.R.C. § 358(a).
"' The basis of the assets in the transferor's hands ($100), plus gain ($0), gives
the transferee a basis of $100 in the property received. I.R.C. § 362(a).

